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EDITORIAL COMMENT ... 


“Anti-Combines” and the Industrial Accountant 


Combines legislation in Canada (Sections 411 and 412 of the 
Criminal Code and the Combines Investigation Act) is aimed 
chiefly against lessening of competition to the detriment of 
the public but covers agreements designed to limit transport- 
ing, manufacturing, storing; price fixing; and monopolistic 
control—Since the 1951 amendment of the Act, fines are at 
the unlimited discretion of the Courts; retail price mainten- 
ance is prohibited. 
There is hardly any major industry in Canada which has not had a brush with the 
Anti-Combines law at one time or another. It is remarkable, though, that the Anti- 
Combines legislation has not been discussed to any length from an industrial ac- 
countant’s viewpoint. In the investigations and prosecutions which have taken place, 
economists have played an important role in assisting legal counsel but little, if any- 
thing, has been heard from industrial accountants. 

There is little doubt that the Anti-Combines legislation as it now stands is not 
satisfactory from any industry’s viewpoint, particularly since the Supreme Court in 
the Canadian Fine Paper Companies’ case, has finally decided that the prosecution 
does not have to prove that a combination of two or more persons by way of an 
agreement having the effect of fixing a common price, operated to the detriment of 
the public. This court decision brought to a conclusion a very interesting exchange 
of correspondence between the former Minister of Justice, the Hon. Stewart S. Gar- 
son, and Mr. R. M. Fowler, speaking for the fine paper industry. “Competition 
should be allowed to prevail”, said the Hon. Mr. Garson, but he did not refute that 
the industry is being unreasonably shackled by the cfiminal aspects which are put 
on practically any “understanding” reached by competitors in our economy of “free 
enterprise.” This “freedom” is encroached upon by tariffs, public utilities in mono- 
poly position, uniformity in interest and discount rates, internationally-led central- 
ized union policy and similar influences, which, to a large extent, “fix” prices. 


This was properly recognized and strongly stated by speakers for the Progressive 
Conservative Party when this party was in the opposition. It is, therefore, to be 
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hoped that government will now put into practice some of the sound party arguments 
against the present Anti-Combines legislation. 

One of the most questionable features of our Anti-Combines legislation is its 
dealing with alleged combines under the Criminal Code. Another doubtful aspect is 
the rigidity which was brought into the application of the law by the Courts, accord- 
ing to which every combine restricting full competition is to the detriment of the 
public; this interpretation allegedly goes beyond the original intention of Parliament 
which enacted the law. The impossibility of settling alleged combines action by 
“cease and desist” order instead of conviction in criminal court and, recently, the 
question of the illegality of mergers, did show up the lack of practicability and clear 
definition in the present law. 

The industrial accountant should keep informed at least about these cross-cur- 
rents in our national economy and should equip himself to take an active stand in 
these matters. 

In Europe, “Cartels” usually directed their main effort toward restriction of com- 
petition by eliminating the established enterprises which found themselves in diffi- 
culties or were driven into insolvency, and by preventing new enterprises from 
establishing themselves successfully. Practices of that kind were not even alleged in 
any one of the combines prosecuted before Canadian courts. As long as a newcomer 
can establish himself in any line of industry and compete freely and successfully 
with established enterprises which follow a uniform price policy, the public is, to a 
large degree, protected against gouging because any unduly high profits would in- 
evitably invite new producers and /or traders into the market. 

It may seem conceited to state that a better knowledge of actual costs brought 
about by industry-wide uniform costing could diminish the frequency of “following 
price leadership” in an effort to avoid price-cutting chaos and ruin to any one line of 
industry. It would be impractical to believe that “perfect competition” is possible 
in Canada. 

Under the present Anti-Combines legislation, it is even doubtful whether firms in 
any one industry could get together and introduce uniform costing and exchange of 
cost data or ratios without the danger of laying themselves open to a combines in- 
vestigation. Nevertheless, in the interest of the whole economy, it is most important 
that efficiency be spread as far as possible amongst competitors and this can often 
be achieved best by the exchange of data on manufacture and, still more, on distri- 
bution costs. 

The Restrictive Trade Practices Commission claimed, in one case, that “the general 
effect of the uniform pricing of (a product) is to foreclose to purchasers (of the 
product) all opportunity to buy supplies at prices which bear a direct relationship to 
actual costs involved.” This statement could throw out a challenge to the cost ac- 
countant who operates with and believes in the validity of “standard costs” and, 
hence, standard prices for an article, based on average experienced costs plus de- 
sired profit margins. It is submitted that cost accountants should have some important 
statements to make on the viewpoint taken by the Restrictive Trade Practices Com- 
mission. Recently, the president of one of our leading industrial concerns emphasized 
the necessity of combines for maintaining efficiency and competitive ability in the 
Canadian export trade, particularly in the face of relentless pressure for higher wages 
and benefits which the individual enterprise alone cannot withstand. 
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It would be interesting to speculate whether the Anti-Combines legislation could, 
and would, be invoked against a combine under the described circumstances. No 
doubt, amendments are overdue; the pendulum has swung too far in one direction; 
the direction should be reversed! 

The lack of interest in questions of the Anti-Combines legislation by accountants 
must have contributed to the fact that no member of the accounting profession has 
yet been appointed to any of the bodies which are concerned wih this law and its 
enforcement. This whole area has remained a preserve of the lawyers and economists, 
although it affects, in the first line, industrial enterprises, businessmen and, last but 
not least, executives, including management accountants. 

How many of us have concerned ourselves with the possible criminal aspect of a 
“zoning arrangement” under Section 412? The statutory provisions of this sec- 
tion entail restrictions .for the prevention of discriminatory prices in an attempt to 
help smaller dealers. This section makes the granting of discounts illegal. The pro- 
hibition of retail price maintenance may have led to certain monopolies in the retail 
trade which were certainly not envisaged by the legislators. There is a dearth of 
objective information on questions of advantages and disadvantages of “administered 
prices”, the necessity of making a reasonable profit in a healthy economy, the fallacy 
of expecting that price-cutting benefits the public in the long run, and many more 
contentious premises on which our present legislation and practical enforcement 
rest. Industry and business, of which the industrial accountant is and should be an 
integral part, have not met the requirements of educational work in this field. The 
onus of satisfying the public that it is being benefited, rather than harmed, rests 
on any industry that practices any. kind of price administration. The need to educate 
the legislators and the public on the subject of trade practices has never been greater, 
and part of the background research should, and must, come from the industrial ac- 
countant! 


PERSONALS 


D. J. CRAMP, R.I.A., has been appointed Controller of Barber Die Casting Co. Ltd., 
Hamilton. Mr. Cramp was formerly Chief Accountant with the company. 

G. E. OWEN, R.1.A., has been appointed Manager of his company, Tryson & Son Iron 
Works. Mr. Owen is a member of the Vancouver Chapter. 

G. G. DEAN, R.I.A., Of the Vancouver Chapter, recently,-attained the highest standing 
in the world in the examinations of the Chartered Institute of Secretaries. Mr. Dean 
is employed by Gill Transport. 


171 











McBEE GENERAL RECORDS POSTER 


So versatile, it’s the only unit you need to 
handle payables, receivables, payroll — and 
other accounting jobs. 
Here, in just a single compact tool, you'll 
find everything you require to simplify — 
and mechanize — your accounting. Flexibly, 
economically, without specialized personnel. 
Low-Cost way The new McBee General Records Poster 
to modern eliminates repetitive W riting: can slash your 
paper-handling costs by 60°. With greatest 
accounting speed and accuracy. In small and medium-sized 
firms ... in larger, decentralized companies too. 
methods This is just one of a whole family of highly 
flexible machines and methods designed by 
McBee. You see, McBee is engaged in a program 
of product development designed to cut office 
automation down to size — with systems that 
are adaptable and affordable to companies of all 
sizes. Suitable for your business as it stands... 
as it grows. At remarkably low costs. 


e. FOR PRACTICAL 
NicB OFFICE AUTOMATION 


The McBee Company Limited, 179 Bartley Drive, Toronto 16, Ontario 





OFFICES IN PRINCIPAL CITIES ACROSS CANADA 


172 











imZZ= . oa 


Ls 
£. 


DA 








A PROPOSED CAPITAL EXPENDITURE 
PROGRAM 


By George A. Eulo, 

Budget Director, 

Weston Instrument Division, 
Daystrom, Inc., Los Angeles, Calif. 


This article describes the methods followed in selecting the 
economically best capital investment opportunities from the 
host of opportunities ordinarily proposed by the operating 
units of a multi-plant company. The following program should 
be helpful where the size and nature of the proposed capital 
expenditures warrant careful and detailed fact-gathering and 
logical presentation. 


VERY commitment of investment funds, whether in the form of accounts re- 

ceivable, inventory, research and development, fixed assets, new companies, etc., 
may be classified (with some overlapping) into one of five broad categories of in- 
vestment; strategic, necessity, replacement, expansion and new (or improved) 
products. 

Strategic investments are those optional investments made for reasons other than 
their immediately measurable profitability. Necessity investments consist of man- 
datory investments (those required to meet legal and safety requirements) and 
investments of a highly profitable nature where the profitability is evident merely 
from a statement of the circumstances. The remaining three categories of investment 
are concerned with immediately measurable profitability derived from: (a) maintain- 
ing earnings capability along current lines (b) increasing earnings capability along 
current lines (c) creating earnings capability along new lines. 

Generally, the true worth of strategic investments is not immediately measurable 
on a rate of return basis; e.g., research and development projects, the purchase of a 
vendor source of raw materials vital to the company’s life, and employee welfare 
investments, such as plant ventilation and machinery safety attachments. These pro- 
vide benefits to the company which cannot be evaluated as a rule in terms of return 
on investment but only through judgment and experience. 

Similarly, the worth of necessity projects is usually self-evident from the circum- 
stances and cannot be measured in terms of return on investment; often the only 
alternative is a cessation of production or other substantial loss. For example, if a 
pump on a gas pipeline required major repairs involving a substantial investment, a 
statement of the facts will make evident the economic necessity of this investment. 
If the profitability of the transportation system was in question, then the whole pipe- 
line investment, rather than just the pump, would be the proper subject of analysis. 
Similarly, if one machine in a process line were badly in need of rebuilding, a 
statement of the facts would ordinarily be a satisfactory substitute for P & L projec- 
tions in justifying the required investment for the rebuilding project. If there were 





Mr, Eulo has been Budget Director of Weston Instrument Division; Daystrom, Inc. 
for the past three years. Prior to that he was Administrative Assistant to the Con- 
troller. He holds the degrees of B.S. Accounting and M.B.A. from Rutgers University. 
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question about the profitability of the end products to which our machine contri- 
buted, then the whole process line would be the proper subject of analysis rather 
than just the one machine. 

The evaluation of investments which fall into the three remaining categories— 
replacement, expansion and new or improved products—should be based on return 
on investment. Under sound investment practice, all the investment opportunities 
falling into these categories should compete for the available investment funds. Thus, 
an opportunity to invest in replacement capital assets should compete for the required 
funds on a rate of return basis with an opportunity to invest in machinery to produce 
new products and a concurrent opportunity to invest in a new company, etc. 

The practical application of this theory is partially unfeasible. Evaluation of the 
profitability of all concurrent investment opportunities cannot always be made, and 
accordingly, broad investment selectively cannot always be effected. An alternative 
approach to the problem is the application of best judgment or some arbitrary rule 
of thumb to the determination of the total amount of funds which will be made 
available for various types of investment, such as capital assets. Whatever the means 
used to determine the availability of funds for capital asset investments, the important 
principle to apply is that, after necessity and desirable strategic investments have been 
provided for, competition must exist for the remaining funds among all the divisions 
on the basis of return on investment; only by such competition can the best alloca- 
tion of funds be made. 

From the point of view of sound investment practice, it is immaterial whether one 
division is heavily endowed during a year with capital asset investment funds while 
another is quite lightly endowed; in a succeeding year the allocation may well be 
reversed, since the cost-saving opportunities will increase in value in the latter division 
as its capital assets age. 

EVALUATION OF INVESTMENT OPPORTUNITIES 

In evaluating capital investment opportunities, a multiplicity of elements must be 
considered. Return on investment and the payout period are the two criteria most 
commonly used, together with the application of judgment and experience. Let us 
examine these criteria more closely. A most brutal castigation of the payout period 
as a criterion for determining the acceptability of a proposed investment is to liken 
that process to going fishing and evaluating the fishing trip on the basis of the quick- 
ness and frequency of bait recovery. Also, the use of rates of return as a criterion 
for evaluating investments is defective in that it does not take into consideration the 
frequency of earnings. A profit which will yield 20% per annum for three years may 
be decidedly less advantageous than one which yielded that rate for five years. 

It would seem proper that both the payout period and the return rate be con- 
sidered in any proper evaluation of investment opportunities. 

The definitions of the above terms which are applicable to this discussion are as 
follows: 


RETURN ON INVESTMENT 

The maximum interest rate at which the investment funds required for a project 
may be borrowed without the project’s showing a loss at termination, provided that 
the annual savings and/or additional income generated by the project are applied 
at the end of the year generated against the outstanding investment. 
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PAYOUT PERIOD 

The time in years required to recover, out of savings and/or additional earnings, 
the investment plus compounded interest thereon at the applicable after-tax rate of 
money cost. 

Return On investment and payout period are generally unrelated; two investments 
of the same amount with the same rate of return may have different payout period 
and with the same payout period may have different rates of return. 


PAYOUT PERIOD — LIQUIDITY AND RISK 

The payout period carries significant weight where liquidity of funds is a prime 
consideration; the return on investment increases in importance as the payout period 
decreases in importance. The reason is clear; the tighter the money position, the 
more néCessary-tt-is-to recover investments promptly. Accordingly, those investments 
which promise greater returns, but will require longer payout periods, must be fore- 
gone in favour of those investments having shorter payout period but smaller re- 
turn prospects. Conversely, the easier the availability of money, the less important is 
liquidity and the greater is the ability to take advantage of the higher return invest- 
ments which have the longer payout periods. Therefore, the same investment oppor- 
tunity may have different values to a company in different years as its liquidity 
requirements change. 

The payout period may also be useful in evaluating investment risk, since the 
longer the payout period, the greater the risk exposure. As an alternative to using 
best judgment to evaluate the risk element in each investment proposal, the payout 
period may be related to the total earnings of the project to provide a ratio, which we 
call the reward/risk ratio, for rating investment opportunities. 


COMPUTING RATE ON RETURN — ELEMENTS REQUIRED 

It is important to note that before a rate of return can be correctly computed, the 
investment cycle must be, or must be assumed to be, completed; i.e., there must be an 
investment, earnings and a withdrawal (or an assumed withdrawal) from the in- 
vestment. Thus, in a security investment, the rate of return depends upon (a) the 
amount of the investment (b) the earnings from the investment and (c) the invest- 
ment recovery at the end of the period. The investment recovery need not involve 
actual liquidation of the investment—it may be the quoted value of the security at 
the end of the period under review. 

In rate of return computations for capital asset investments, ordinarily the salvage 
value of the capital asset at the end of the investment period, whether or not the 
salvage value is realized at that time, constitutes the investment recovery. 


COMPUTING RATE OF RETURN — PERIOD OF EARNINGS PROJECTION 

Computations of returns on proposed capital asset investments must necessarily 
deal with projections of earnings rather than with realized earnings. How far ahead 
Should these projections be made? Theoretically, they should be for the life of the 
investment. 

However, certain very practical considerations often make this procedure unde- 
sirable. A projection of earnings ten years hence is so uncertain as to be practically 
worthless in many cases. Indeed, glowing earnings projections beyond a five-year 
period ordinarily would not provide a fair basis for inducing management to invest 


175 








today in the related capital assets. The longest projections of earnings in most com- 
panies cover only a five-year period. If a capital asset investment cannot be demon- 
strated to be worthwhile over a five-year period, there can be only decreasing assur- 
ance of the value of the investment as the period of earnings projections increases 
beyond five years. For our purposes then, the period of earnings projections is not 
to exceed five years. 

The arbitrary establishment of an earnings period which is not related in any way 
to the service life of the related facilities makes it necessary to depart from the cash 
flow concept of return on investment as it applies to capital recovery. Under the cash 
flow concept, salvage value at the end of the projection period constitutes the capital 
recovery for an investment in a capital asset. However, the salvage value of some 
capital facilities is practically zero from the moment of installation, such as that of 
a labour-saving ramp of poured concrete; in many other cases, the loss of salvage 
value is greatest in the earliest years of the asset life. The use of salvage value as 
capital recovery at the end of an arbitrarily short projection period would assuredly 
distort the true worth of the investment. 

The alternatives are clear: either (a) the projection period must cover the entire 
investment life with increasingly heavy factoring of earnings for uncertainty as the 
projection period lengthens, or (b) a capital recovery value, such as book value, 
must be used which spreads out over the asset’s life the heavy early years’ loss of 
salvage value. The choice is between two evils and it is impossible to tell which is 
worse. The logical decision then rests upon ease of application—and the use of a 
shorter projection period with net book value treated as capital recovery wins hands- 
down. 

The five-year projection period is a limitation requirement only; if a capital asset 
project, such as major overhauling of present equipment, will have a life of less than 
five years, the shorter projection period is to be used. 


COMPUTING RETURN ON INVESTMENT 

In most capital expenditure problems, there is initially a choice among several 
alternatives. For instance, a common problem is whether to rebuild the present 
equipment, buy new equipment, rent (or lease) the new equipment, or subcontract 
the production. The first two alternatives will require an investment; the last two 
will not but generally will produce higher operating costs. The earnings of a capital 
investment are often the savings in operating costs that the investment can generate. 
It is important to note that savings are a reflection of differences in operating costs. 

Let us assume now that we can choose between rebuilding present equipment or 
trading it in on new equipment which will produce lower operating costs. We can 
compute the annual cost savings of the new equipment and now we wish to compute 
the return on investment. But what is the investment amount to be used in this 
computation? We have determined the annual savings by computing the difference 
between annual operating costs; to compute the return on investment, we must re- 
late those savings to the difference between the investment amounts required ((.e., 
to rebuild the present equipment and to purchase the new machine). 

Analogous to this, if we were to compare two security investments, the larger of 
which earned a greater amount than the smaller, we would have a situation akin 
to the capital replacement problem. We can relate the excess earnings to the differ- 
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ence between the investments to determine the rate of return of the additional in- 
vestment made in the larger of the two.-We cannot, with logic, relate the excess 
earnings to the total amount of the larger investment and call the result the return 
on investment. In this analogy, the larger investment is comparable to the investment 
in the replacement equipment. 

The cost of the replacement equipment is the capital investment amount. Yet under 
the above procedure, only a portion of the investment (i.e., the additional invest- 
ment) enters into the return on investment computation. What about the balance— 
how is it to be justified? 


Let us reconstruct the problem, using exemplary figures, as follows: 


Salvage Value of Present Equipment ... $ 2,000 
Cost to rebuild Present Equipment ............ ... 3,000 
Net Cost, After Trade-in, of Purchased Replacement Equipment 10,000 
The salvage value of the present equipment represents dollars obtainable if the 
present equipment were sold. If we rebuild the present equipment or trade it in, we 
forego those dollars, i.e., we have invested those dollars by choosing not to collect 
them. Hence the investment in the rebuilt present equipment is $5,000 ($2,000 + 
$3,000) and the investment in the purchased replacement equipment is $12,000 
($2,000 + $10,000). The $5,000 investment is to be justified in terms of the profit- 
ability of the rebuilt present equipment—even though the proposal is for purchasing 
replacement equipment. We must know the profitability of the $5,000 investment 
before we can determine the true worth of investing an additional $7,000. 





“TIME-SHAPE” OF EARNINGS 

In computing the return on an investment in capital assets, consideration must be 
given to the “time-shape” of earnings; i.e., the pattern of annual earnings. Let us 
look at four investments of $1,000 each from which we have withdrawn after re- 
ceiving the following annual amounts of money, including return at the end of any 
remaining investment, from each: 











Year A B 2. D 
1 100 100 500 500 
2 100 200 400 500 
3 100 300 300 0 
4 100 400 200 0 
5 * 1 £00 *500 *100 *S00 
1,500 1,500 1,500 1,500 
*Includes recovery of any remaining amount of the initial 
investment. 


It the time-shape of earnings were not a factor in computing the return on invest- 
ment, each of these investments would be considered tg have earned the same rate 
of return—10%, since each has earned over the period an average of $100 per year 
($1,500—$1,000) on the $1,000 investment. Actually, only investment A has yielded 
(5S years ) 

a 10% return, and investments B, C and D have yielded somewhat more than 10%. 
The proof lies in this statement: If an investment earns 10% and the investment 
funds were borrowed at 10% interest, the net return to the investor would be zero. 





bir 








(A basis assumption is that the annual earnings, at least in theory, would be applied 
annually in reduction of the outstanding loan plus accumulated interest.) But, for 
investments B, C and D, if the $1,000 were borrowed in each case at 10% interest, 
the investor would be ahead at the end of five years by $105, $314, and $287 re- 
spectively, so that each has clearly earned more than 10% interest rate. (In fact, 
investment C has earned over 20%.) 

The rate computation method which will yield accurate results in each of these 
(and any other) investment circumstances is the “Investor’s (or cash flow discount) 
Method.” Under this method, the rate at which all the returns from the investment 
may be discounted to yield the amount of the initial investment is the rate of return 
on the investment. 


UNCERTAINTY OF EARNINGS 

One more factor which must be considered (in addition to liquidity, risk, invest- 
ment amount, return on investment and period of return on investment) in the 
process of evaluating capital investment opportunities is the uncertainty of earnings 
projections. This uncertainty is in part a function of time—the longer the projection 
period the less certain the projected earnings become. Thus, where two similar in- 
vestments have the same payout period, the same return rate, and the same return 
years, but have different distributions of earnings among the return years (after the 
payout years), the one with the larger earnings in the earlier years (after the payout 
years) is more desirable because the projections of its larger earnings are more 
certain. 

Uncertainty of earnings projections is a function not only of time, but also of the 
nature of the capital investment or, rather, the nature of the earnings source. Some 
products are more susceptible to obsolescence than others and some are more at- 
tuned to economic conditions than others. 

To attempt to determine the uncertainty element in a rate of return on an invest- 
ment would be foolhardy. That would, in effect, be attempting to determine when 
an economic decline will occur and how far it will go, or attempting to determine 
when obsolescence will set in and what its effect will be. The best we can do is to 
head in that direction—to penalize later years earnings more heavily as the suscepti- 
bility of a project’s earnings to obsolescence or to declining economic conditions 
increases. 


SUMMARY 
In the process of determining the relative merits of various capital investment 
opportunities, the following measures must be applied: 
1. The projected earnings must be factored for uncertainty. 
2. The annual return on investment must be computed by the investor’s (dis- 
count) method. 
3. The total return on investment must be determined. 
. The need for liquidity must be established. 
5. The risk involved in each investment must be evaluated or otherwise pro- 
vided for by a factor. 
A simple procedure which encompasses all of these elements is as follows: 
1. Annual earnings X annual uncertainty=factored earnings. 
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. Factored earnings discounted to equal the initial investment will yield the 
discount rate which is the rate of return. 
3. Rate of return X number of return years=total return. 
4. Total return + payout years=return/risk ratio. 
5. Return/risk ratio — liquidity factor=investment worth. 

The ranking of projects by investment worth is not intended to substitute in the 
investment selection process for the judgment and experience of the Capital Expendi- 
ture Committee. Indeed there is no acceptable substitute for these elements in mana- 
gerial decisions. The purpose of the ranking and the related supporting data is to 
provide management with as much sensible information as we can, presented in an 
orderly fashion, so that the full weight of management judgment and experience can 
be brought to bear on capital expenditure problems. 


PERFORMANCE REPORTING 

To improve the accuracy of information supplied by divisions in support of capital 
expenditure proposals, a follow-up system is required. This follow-up will provide 
a comparison of projections against actual performance and will disclose errors in 
projection techniques which may be avoided in subsequent proposals. 

Despite follow-up performance reports, projection errors and misinterpreted data 
will continually crop up in the review of proposals for capital expenditure funds. 
Nevertheless, these reports will be a force for the right—i.e., for more complete and 
properly interpreted data—and will in the long run yield results which justify their 
preparation. 

For further reading 
MEASUREMENT OF RETURN ON CAPITAL EMPLOYED, By Joel Dean, Cost and Manage- 
ment, July-Aug. 1957. 
SOME ASPECTS OF THE PLANNING AND CONTROL OF CAPITAL EXPENDITURE, By C. H. 
Brock, Cost and Management, May 1958. 
THE BACKGROUND FOR MAKING EFFECTIVE CAPITAL COMMITMENT DECISIONS, By John 
A. Beckett, The Controller, July 1958. 
NEW TECHNIQUES FOR JUDGING PROPOSED CAPITAL EXPENDITURES, By Horace G. Hill, 
Jr., N.A.A. Bulletin, July 1958. 





OBITUARY 


We regret to announce the death of Reginald William Louthood, a former 
Dominion President of the Society and Comptroller of Hydro Quebec prior to 
his retirement in 1951. Mr. Louthood, an Honorary Registered Member of the 
Montreal Chapter, died on March 1 8th. 

Born and educated in Three Rivers, he was employed from 1901 to 1929 
by paper mill companies which later became the Consolidated Paper Corpora- 
tion Ltd. Subsequently, he was employed by the Beauharnois Power Corpora- 
tion, the old Montreal Light, Heat and Power Company which later became 
Hydro Quebec. 

He was active in Masonic work in Montreal and Three Rivers for over 50 
years and in the Anglican Church in those communities. 
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; | comments by N. R. Barfoot 








LOOKING AHEAD 

Aircargo has never accounted for more than 10-12% of the industry’s revenue. The 
present prediction is that within 10 years, air freight will equal or surpass passenger 
revenue. 

Piggyback transport is growing rapidly. The C.P.R. claims to have carried 24,000 
highway trailers in 1957 and 61,650 last year. More and more specially-designed 
flat cars for such services are being ordered by both railroads. 

By 1964, millions will have been spent for the care and operation of state hospital 
insurance schemes, as well as about $200 million for new hospital construction. Sas- 
katchewan, with a 10-year history of a provincial hospital scheme behind it, has 
about 7.5 beds per 1,000 of population. The national average is now about 6 per 
1,000. We will need about 40,000 more beds in the next five years to keep up with 
population trends. It may take a decade to catch up fully. 


ON THE PERSONAL SIDE 

Car auctions are on the increase. In the U.S., more than 150 auto auctions are held 
each week and 20,000 cars are turned over on an annual $1 billion business. 
The auction price now tells the new car dealer how much he can afford to allow and 
indirectly sets the selling price of new cars. 

New designs in motor cars will include more medium-priced cars, compact, distinc- 
tively designed, decorated sparingly. Perhaps we are seeing the last of the gaudy 
chrome-laden cars of the 50’s. 

Polio shots should be taken by adults. A report shows that there were 8,875 cases 
of polio here in 1953 and only 273 in 1957. The number should be cut still further. 
Electrically heated homes are appearing rapidly. They must be properly insulated 
and at the moment, cost would be 25 to 50% higher than coal and oil. Cheaper con- 
struction results to the contractor. It is clean, evenly distributed and has flexible 
control. 

A new invention of a heating unit that uses off-peak power to heat and stimultane- 
ously store heat for another eight hours after power is off, is most interesting to 
Hydro officials. ; 

Your Provincial hospital scheme gives you protection in most cases outside the prov- 
ince. If hospitalized in the U.S. or other foreign countries, you must pay the full 
amount of the bill yourself. However, basic ward care, which would have been paid 
by the provincial commission, will be refunded. 

Exercise is doubly important to business men because of their sedentary existence. 
In addition to formal methods, the following are recommended: 

e Take a brisk half-hour walk outdoors each day. 

e Climb the stairs if there are only three flights. 
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e Move from the desk frequently to loosen up. 

e Age is no barrier to exercise but if over 30, hard competitive sports should not be 
played unless they have been maintained to that point. 

e Exercise is too severe: if breathlessness and pounding of the heart are noticeable 
after a 10-minute workout; if weakness persists after two hours of rest or remains 
the next day. 


OF GENERAL INTEREST 

Retirement 

A recent survey shows that mandatory retirement programs are wider spread now 

than a few years ago. 

The majority of plans show 65 as the retirement age. 

Some companies prefer no limit on top executives in order to retain their experience 

and judgment, but this, of course, boomerangs with younger executives who see no 

chance to move up. 

An alternative is to retain the older man as a consultant. 

Hourly workers generally are encouraged to remain as long as possible. 

Pension plans are involved. In 1941, a 60 year old man had 14% years to live. This 

is nowl6 years and provides a worry for pension actuaries. Greater flexibility is 

needed in this whole field; permissive retirement at reduced pension at 55 or 60, nor- 

mal retirement at 65 and mandatory retirement at 70. 

Construction This Year 

Estimated expenditures are almost the same as 1958—$7.1 billion. 

Residential will rise 10% to $2.1 billion. 

Engineering construction will drop 6% to $3.1 billion. 

Other buildings remain the same at $1.9 billion. 

Housing starts could reach the 163,000 bracket as they did last year. 

Railroads will spend up to $300 million for more trackage. modernization of cars, 

new machinery, hotels, etc. 

The bill for roads, sidewalks, park systems, grading tunnels, subways and aerodrome 

runways will be over $1 billion. 

Pensions 

Interesting results have come from the recent government-sponsored study of old 

age pensions by Dr. R. M. Clark of U. B. C. 

Prior to the study, it was felt that pensions should be bigger and perhaps on the con- 

tributory basis of the U.S. Dr. Clark has shown that nothing is for free and the price 

of widening old age pensions is to take more and more from those still working. 

The study shows. 

¢ Benefits in Canada already compare favourably with the average in the U.S. 

¢ More Canadians, proportionately, get pensions in the over-65 group. 

¢ It takes time to build up a contributory scheme. In the U.S. after 22 years of col- 
lecting premiums, the minimum is only $33 per month compared to our $55 per 
month. Their maximum is of course four times the minimum. 

¢ In this matter, one has to remember that Canada’s level of per capita income is 
30% below the U.S. 

¢ If we were to drop the pension age to 65 for everyone, really fantastic costs to the 
economy would result. 





ESTATE PLANNING AND COMMUNITY 
OF PROPERTY* 


By H. O. Spindler, 
McDonald, Currie & Co., 
Montreal, Quebec. 


Among the many factors that enter into estate planning, the 
tax aspect commands a great deal of attention and should be 
carefully investigated. This article outlines some of the major 
considerations that the owner of a private company must take 
into account when putting his estate in order, as well as the tax 
picture where community of property is involved. 


STATE planning embraces considerably more than tax considerations but it is 
this aspect of the subject which will be dealt with here. It should not be over- 
looked, however, that even a well-drafted will can do much to prevent an individual 
on his death from leaving an unexpected legacy of confusion and, possibly, hardship. 
Unfortunately, many of us seem emotionally inclined to the view that we just may 
live forever and arrange our personal affairs accordingly. In the case of the wealthier 
citizen, this frequently results in his passing up opportunities to prevent his estate 
from being needlessly depleted by taxes and having insufficient liquid assets to meet 
the impact of succession duties. To better illustrate some of the points outlined in 
this article, consider the position of the principal shareholder in a limited company. 





GROWTH OF COMPANY — CREATION OF SURPLUS 

Often an individual will incorporate a private company and, by initiative and hard 
work, build up a successful business. In its early years as the business is expanding, 
he may be satisfied to forego dividends and year after year plough back earnings 
until the company is financially secure and has a large balance of retained earnings, 
or undistributed income, as it is officially referred to in the Income Tax Act. Once 
the business is well established and the principal shareholder is drawing an adequate 
salary, he frequently is content to have the company continue the accumulation of 
retained earnings due to the fact that, if they were paid out to him as dividends, a 
substantial portion of such dividends would be payable to the Receiver General of 
Canada. Unfortunately, chances are the Receiver General will receive his share 
sooner or later and postponement of the evil day may only increase that share and 
create problems all too frequently ignored. 


*An address before the Eastern Townships Chapter of S.I.C.A. given in April, 1958. 





A member of the Quebec Institute of Chartered Accountants, Mr. Spindler is with 
McDonald, Currie & Co., Chartered Accountants, in Montreal. He is a Commerce 
graduate of McGill University, where he presently lectures in accounting and audit- 
ing. Born in Medford, Mass., he later lived in Newfoundland and, during the war 
served in the Canadian Navy. 


182 








th 
ce 
jit- 
‘ar 








SALE OF COMPANY 

With advancing years, the owner of a successful private company may find that it 
would be in his best interest to dispose of his company. If its fixed assets are under- 
valued and it has been earning an above-average return on the capital invested in 
it, the owner may very well expect to be able to sell his shares for a price consider- 
ably in excess of their ‘book value’ and realize a handsome capital gain. However, 
as far as a potential purchaser is concerned, it is seldom that he will pay as much for 
shares as he would for net assets. For one thing, if the price of the shares reflects an 
increase in the value of the assets, it will not benefit the purchaser since this increase 
in value will not be depreciable. 


Difficult though it may be to resolve this conflict of interests, if the value of the 
shares does not contain a substantial amount of undistributed income, a meeting of 
minds between vendor and purchaser as to the price of the shares often can be ar- 
ranged without too much haggling. However, if there is a large undistributed income 
it aggravates the problem. For, to the extent that the price to be paid for the shares 
is represented by undistributed income, a purchaser will be making a capital outlay 
which on liquidation will be treated as income in his hands for tax purposes. If the 
purchaser is an individual, it will be taxed at personal rates. If the purchaser is an 
ordinary Canadian corporation, and often only a corporation will have sufficient 
funds to acquire another successful company, the worth to it of the undistributed 
income may be even more questionable. This is so because the undistributed income 
on hand in the company to be acquired, at the beginning of the year in which its 
shares are sold, becomes “designated surplus” and if distributed as dividend will be 
taxed at ordinary corporate rates in the hands of the receiving corporation. Further- 
more, if the balance is eventually received by individual shareholders it will be taxed 
again in their hands. 


It is apparent then that the existence of a large earned surplus in a company may 
prove to be a serious problem when trying to negotiate a price for its shares, if the 
seller expects to sell the company’s surplus for one hundred cents on the dollar. 
To avoid the problem posed by undistributed and undervalued assets, a potential 
purchaser will often seek to determine if it would be more advantageous to purchase 
the net assets of a company rather than its shares. Providing the amount of depreci- 
ation subject to recapture on the assets of the company to be acquired is not too 
substantial, it may well be that this will be the more sensible arrangement from the 
standpoint of a potential purchaser. However, the owner of the private company is 
left with the problem of the company’s undistributed income. Fortunately, it can be 
distributed without it suffering too severe a tax impact, if the distribution is carefully 
planned. 


For instance, the owner probably could arrange to liquidate the company through 
an investment dealer. The procedure is for him to sell his shares to the investment 
dealer for a price which would take into account the 20% tax which the company 
would be required to pay on dividends paid out of its designated surplus, and the 
dealer’s fee for handling the transaction. As an alternative to this, the owner could 
liquidate the company over a period of years by having it pay dividends and elect to 
take advantage of Section 105 of the Income Tax Act. 
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SECTION 105 

Section 105 provides that any company may elect to pay a 15% tax on an amount 
equal to its undistributed income on hand at the end of its 1949 fiscal year. After 
this has been done, and if it is not a subsidiary-controlled company, it may elect to 
pay this special 15% tax on an amount not exceeding the total of the dividends 
which it has paid in completed taxation years since 1949. The total of these two 
amounts, less the 15% tax, becomes tax-paid undistributed income. 

This tax-free surplus can be distributed in several ways without attracting further 
tax. The most common method is to declare a stock dividend in redeemable pre- 
ferred shares and to later redeem those shares for cash. It can also be distributed 
tax-free on winding up. It cannot be paid out tax-free, however, by a going concern 
as an ordinary cash dividend. 

Although Section 105 is of interest to the principal shareholder in the process of 
liquidating a company with a large earned surplus, it is obvious that there will be 
other situations in which it can be applied to good purpose. For instance, where a 
company has paid dividends regularly it may be that by taking advantage of this 
section, it can eliminate earned surplus as an obstacle to the sale of its shares by the 
principal shareholder. Where the shares are to be sold to another Canadian corpora- 
tion, there will be no designated surplus problem if the company’s earned surplus can 
be converted into tax-paid undistributed income before the sale takes place. All the 
new corporation owner has to do to receive the tax-paid surplus is to arrange for 
it to be capitalized by declaring a stock dividend in redeemable preferred shares. 
The shares can then be redeemed so that the net effect will be the same as a cash 
dividend, although the latter would be taxable. Also, the tax-paid surplus does not 
lose its identity on transfer, so that the parent company can go through the same 
procedure and distribute the surplus to its own shareholders free of tax. 


PARENT COMPANY 

Unless a company regularly distributes a portion of its earnings as dividends. it 
may be very difficult to find a corporate purchaser for its shares for the reasons 
previously outlined. Occasionally, however, more by accident than design, there will 
be a ready-made solution to the designated surplus dilemma. This occurs where the 
shares of the company which are for sale are held by a personal corporation or an 
ordinary parent company which does not have accumulated retained earnings. In 
such a situation, the obvious technique is to purchase the shares of the holding com- 
pany instead of those of the subsidiary. It may be that, like children, companies 
should grow up with a parent in the background! 


SUCCESSION DUTIES 

Where the owner of a private company builds up a successful business with the 
intention of leaving it to his heirs, the problems posed by the company’s earned 
surplus may very well be of even greater importance than if he intended to sell the 
company. On his death, the shares of the company will be included in his estate. 
The value ascribed to the shares for succession duty purposes probably will not 
take into acount the fact that the earned surplus will be taxable on distribution and 
the surplus may be dealt with as if it were invested capital. In addition to this, as so 
often happens, the company may have to declare a large dividend to pay the suc- 
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cession duties. Where this is necessary, the personal taxes payable on the dividends 
are apt to be substantial and add to the tax woes of the heirs. 

This problem has plagued a lot of estates and continues to imperil a great many 
more. Not infrequently, however, if recognized early enough, it can be solved quite 
satisfactorily. For instance, it is often possible to make good use of Section 105. By 
systematically distributing dividends and electing the 15% tax on an equivalent 
amount, in many Cases it is possible to keep the earned surplus of a company within 
reasonable bounds. If need be, the funds received from a company in the form of 
dividends can be returned in the form of loans. Such loans can bear a reasonable 
rate of interest and form part of the shareholder’s estate of which his widow could 
be the income beneficiary. Or, for that matter, such interest could provide him with 
a source of income should he wish to retire and transfer some or all of his shares to 
his heirs. 

Rather than wait for the trustees of his estate to effect the transfer of his company 
to his heirs under the terms of his will, the owner may find it to his advantage to 
start doing it during his lifetime. There are quite a number of courses of action 
which may be open to him, one of the more attractive of which involves 


stock options. 


STOCK OPTIONS 
Where the heirs of the owner of a company are employees, which term includes 


officers and directors, it is possible for them to acquire a substantial interest in the 
company at a very modest cost to themselves by taking advantage of Section 85A. 
All that is required is an agreement whereby the company agrees to issue shares 
of its common stock, apparently at any price, even if only nominal. The employee 
is deemed to receive a benefit equal to the difference between the value of the shares 
at the time he exercises the option and the price paid for the shares. 

The employee may either include the benefit in his income and have it taxed as 
ordinary income or he may elect to have the benefit taxed at a special rate. The 
special rate is his average rate of tax for the preceding three years, less 20 percentage 
points. The average rate of tax is determined by the ratio of total taxes (before credits 
for provincial and foreign taxes and dividends) to net income (income before per- 
sonal exemptions, etc.). If the average rate is 19%, no tax will be payable and if it 
is 21%, the special tax is only 1%. 

The employee is specifically required to make an election before he can take 
advantage of this section and, while he may complete his tax return using its pro- 
visions, he should file a formal letter of election at the same time. 

From the foregoing remarks it will be seen that in certain cases stock options 
may be used to accomplish a twofold purpose. They can be used to transfer part of 
an estate to the heirs at no cost or very little cost in income taxes while at the same 
time saving succession duties. Secondly, the problem of accumulated surplus is less 
severe in that dividends will be distributed to a larger number of persons who will 
pay fewer taxes on such dividends. 


SALE OF SHARES TO HEIRS 
If, for one reason or another, a stock option plan does not appeal to the principal 


Shareholder of a company, the owner may wish to sell a portion of his shares to 
his heirs at a realistic price. As consideration, he could receive from them interest- 
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bearing notes and retain possession of the shares as security. If the company is profit- 
able and continues to be so, this arrangement may be mutually advantageous. 

The notes could provide the owner with a source of income when he retires as 
well as a source of income for his wife after his death. It would also restrict the 
growth of his estate and his heirs would benefit from the appreciation in value of 
the shares purchased. 

Should the principal shareholder feel that his estate is adequate to provide for 
his widow, etc., without the notes, he could make gifts to his heirs systematically, 
the proceeds of which could be used to pay off the notes. 

Although the remarks on stock options and the sale of shares were made with 
the heirs of a principal shareholder in mind, it is quite possible that in certain cir- 
cumstances there will be key employees who should also participate in such plans. 
As far as key employees are concerned, stock options are an excellent means of 
providing them with tax-free compensation and an interest in the business. Although 
the sale of shares by the principal shareholder might not be quite so generous, it, 
nevertheless, could be very advantageous to the purchasers. 


COMMUNITY OF PROPERTY 

To many of us, the Province of Quebec is the most interesting province of Canada. 
It seems to have personality quite unlike that of any of the others. For instance, we 
have just completed our 892nd anti-vice crusade in Montreal. We have enjoyed 
a spirited argument with the Federal Government over provincial rights dating back 
to Confederation and we have the institution of the community of property. 

Community of property will arise where two parties domiciled in Quebec enter 
into wedlock without contracting to be separate as to property. Also if the husband is 
domiciled in Quebec at the time of his marriage, then Quebec law will apply, regard- 
less of where the marriage is performed or the domicile of the wife. For example, if a 
bridegroom domiciled in Quebec married an Ontario girl and the ceremony was 
performed in Toronto, they will be common as to property. As a convenient rule 
of thumb, one could say that your domicile is where your principal place of resi- 
dence is and it remains your domicile no matter how long you may stay away from 
it as long as it is your intention to return. 

Without going into details as to what property falls into community, it is observed 
that the husband’s earnings do, although I believe that the earnings of the wife as a 
result of her personal efforts do not. Furthermore, all other income derived during 
marriage falls into community regardless of the source. Where a husband common 
as to property predeceases his wife, only one-half of the common property enters 
into the estate of the deceased and is’subject to succession duties. 

Curiously, although our Federal income tax has been with us since 1917 and de- 
spite the experience in the United States which culminated with all married tax- 
payers being permitted to file joint income tax returns in 1948, only in recent years 
has there been any evidence of curiosity as to whether or not persons in community 
of property could file income tax returns on a split income basis in Canada. It was 
not until last year that a case was taken to the Appeal Board on this point. In this 
case, No. 445 v. The Minister of National Revenue, Mr. Fisher held that the hus- 
band was liable for income taxes on one-half only of the community income. 
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One of the main points at issue in the case was whether the wife had a vested 
interest in the community property immediately on conclusion of the wedding cere- 
mony or only received an interest in expectancy. The fact that the provisions of the 
Civil Code give the wife various rights—such as the right to ask for dissolution and 
partition in the case of maladministration of the assets by the husband—the right 
of the wife to renounce her share in the community property—it was held by the 
Court that she has an immediate vested interest. Having established this premise, the 
Court then went on to weigh the significance of the fact that income tax is imposed 
on the person and not on the property. Since it is imposed on the person and the 
husband owned only one-half of the community property whether income or capital, 
he was held to be liable for tax on only one-half of the community property income. 

There is a rather widely-held opinion that the decision is unlikely to be upheld on 
appeal to the higher Courts. As in most issues, there are two schools of thought and 
apparently in the camp of the traditionalists it is contended that the wife only has 
an interest in expectancy. Other persons feel that only after income is received by a 
husband does it enter into community. If this be so, then of course the Civil Code 
becomes yet another mistaken place of refuge for the taxpayer. 

To the layman, the question posed by this case is not unlike that concerning the 
chicken and the egg. However, if this case should climb the judicial ladder and the 
taxpayer emerge triumphant, I think Parliament should let everyone file joint re- 
turns. It would be one way of quietly giving a certain amount of tax relief to mar- 
ried taxpayers in the middle and upper tax brackets, possibly without arousing howls 
of indignation from those of us who contribute lesser sums to the national Treasury 
each year. Bachelors with high incomes would suffer, of course, which is consistent 
with the theory that one should be prepared to pay for variety of one type 
or another. 


For further reading 
THE ESTATE TAX ACT—SOME SHORTCOMINGS, By John W. Graham, Canadian Tax 
Journal, Jan.-Feb. 1959. 


THE NEW ESTATE TAX BILL, By J. H. Perry, Canadian Tax Journal, July-Aug. 1958. 


ESTATE PLANNING AND BUSINESS CONTINUITY, By Irving Rosen, The Canadian Chart- 
ered Accountant, April 1958. 


ESTATE PLANNING. PANEL DISCUSSION, The General Accountant, March-April 1958. 
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The Economic scene... 


by W. Allan Beckett 


THE ECONOMIC IMPACT OF MR. FLEMING 


AST MONTH this column reviewed the problems and policies of the Bank of 
Canada, the agency directly concerned with the administration of monetary 
policy. Since then, another important government document has appeared—the Fed- 
eral Budget for the fiscal year 1959-1960. It seems appropriate therefore to continue 
the discussion in terms of fiscal policy changes and to re-assess the full impact of 
government action on the likely course of business trends in the months immediately 
ahead. 

The tax changes themselves merit only passing mention at this stage. The decision 
to place the old age security program on a firm ‘pay-as-you-go’ basis was undoubtedly 
a wise one. This represents a transfer payment from the productive sector to the de- 
pendent sector of the economy. A deficit merely conceals the fact that the produc- 
tive sector foots the bill. 

The modest upward adjustments in corporate and personal income taxes were not 
entirely unexpected, but in terms of yield are of little significance in the overall pic- 
ture. These will add only $60 million to total revenues of $5.2 billion. As noted below, 
growth in personal incomes and corporate profits during the year is likely to bring 
additional revenues some six or seven times larger than the rate changes themselves. 

One cannot avoid the suspicion that the increases on cigarettes and liquor, already 
heavily taxed items, were dictated more by social than economic considerations. 

More important than the changes in rates themselves is their effect combined with 
expected changes in economic trends on overall government financing. Despite an 
increase of $245 million in revenues as a result of the tax changes, and an increase 
of $372 million in revenues as a result of continued business recovery, the Minister 
of Finance still expects a deficit of close to $400 million. 

A deficit, of course, is the fiscal device governments use to overcome a deflation- 
ary gap and promote economic recovery. In view of the fact that the current business 
expansion is now a year old, is a deficit warranted at this time? Does it square with 
Mr. Fleming’s own estimate of a 7 per cent rise in national income? And does it 
agree with the Bank of Canada’s view that inflation is still a problem and that a re- 
strictive monetary policy is needed in 1959? One wonders whether the government 
is trying to fight unemployment with a fiscal deficit and inflation by monetary re- 
straint at one and the same time. If this is the aim, it is doomed to dismal failure. 

The answer to the seeming paradox is really simple. In the true conservative tra- 
dition of all finance ministers, Mr. Fleming has underestimated the increase in re- 
venues that will accompany economic growth. If the Gross National Product does rise 
some 7 per cent to $34.5 billions (a prediction of The Economic Scene in January ) 
extra revenues will be nearer $700 million than the $400 million envisaged in the 
Budget. The Minister himself noted that the Budget would be balanced by 1960. In 
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short, the Budget outcome is likely to be much closer to balance than has been sug- 
gested. It might be added that a balanced budget is the correct prescription at this 
phase of a moderate business expansion. 

There are some observers who would argue that a double policy is needed because 
of the paradox of inflation and unemployment. As pointed out earlier in this column, 
there is nothing unusual about consumer prices rising during a mild recession. 
Naturally unemployment rises. This is more a normal pattern than a paradox. Any- 
way, the point is irrelevant to the current situation since both the cost of living and 
the unemployment rate have been dropping, the latter sharply, since October 1958. 
(The unemployment figures assume a correction for normal seasonal changes. ) 

All in all, it wasn’t a bad budget. The tax increases were not enough to hurt any- 
one seriously. And they will go to pay for services which the public apparently wants. 
More significantly, there was no jar to public and business confidence and no further 
fuel to feed the fires of inflation. The Budget may well have eased some of the poten- 
tial problems facing the money managers in 1959. 
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HOW ADVANCED CAN YOUR DATA PROCESSING GET? 





Let Burroughs Punched-Tape Input Equipment show you 


Talk about advanced data processing! The 
Burroughs Sensimatic Accounting Machine, used 
alone, quickly and accurately turns your daily 
figures into the comprehensive hard-copy records 
you need, 


Teamed up with the Burroughs Tape Perforator. it 
simultaneously and automatically translates proved 
data into punched tape, which may be processed 
through your own electronic computer or at a 


computer service center. It’s that fast, simple and 
efficient. 


Whether your particular problem calls for punched- 
tape input equipment, accounting machines or 
giant electronic computer systems, you can bank on 
getting the exact help you need from Burroughs’ 
full range of advanced data processing equipment. 
For details, call or write Burroughs Adding Machine 
of Canada, Limited. Factory at Windsor, Ont. 

Burroughs—TM. 
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"NEW DIMENSIONS | in electronics and data processing systems” 





























SOME FACTORS IN FINANCING 
ENTERPRISE * 


By C.N. Mawer, 
Manager, McLeod, Young, Weir & Co. Ltd., 
Calgary, Alberta. 


How is new industry and industrial expansion financed? What 
are the sources of money and what types of financial paper 
are used in raising money? Who are the buyers of securities? 
With particular reference to the public market, this paper 
discusses investment in corporation securities of both large 
and small companies. 
HAT ARE the sources of money for financing new enterprise and expanding ex- 
isting industries? The bank is the first thought of most people. The chartered 
banks lend money for ‘short-term purposes, that is, the loans will usually be repaid 
within a veer, Bank loans are normally incurred for short-term working capital pur- 
poses such as faeavy inventory build-up prior to the operating season, operating ex- 
penses iucluding wages during the off season, and for the build-up of accounts receiv- 
able as the operating season gets under way—all with the purpose of liquidating the 
loan within a very short space of time. 

On occasion, a bank loan may be requested for the purchase of fixed assets if the 
loan can be paid off within a reasonably short space of time. As regards using bank 
loans to acquire fixed assets, such as buildings and equipment, this is only possible 
where the company has established a public credit or credit in the investment market. 
In other words, the bank knows the company is capable of financing in the market. 

When a bank loan is incurred for this purpose, it is usually because the company 
is not satisfied with the cost of money and hopes that in a few months there may be 
a change which would benefit the company. 

A very good example of this exists in Alberta with Alberta Gas Trunk Line. There 
were recent rumours that Trunk Line was going to raise additional funds. It was 
perhaps wishful thinking that the rumours suggested there would be more $5.25 
stock for everybody. The company has now announced it is not going to raise money 
at, the present time, but has borrowed it. It required $2312 million for its proposed 
plant expansion this year. Banks prefer not to lend money indefinitely. It seems 
possible that with many questions on such matters as gas export and the financing 
of pipelines still unanswered, Trunk Line has avoided public financing meantime by 
borrowing from the banks. We have an indication of what they might be going to 
do in the announcement that the Provincial government has authorized an addition 
of 500,000 $100 par value preferred shares to the capitalization of the company. 
It could be reasonably assumed from this that the company will make an offering 
of preferred stock within the next six or eight months. . 


*An address to the Calgary Chapter of S.I.C.A. delivered on March 25, 1959. 





Mr. Mawer has been with the investment firm of McLeod, Young, Weir & Company 
Limited since 1951 and has been Manager for Alberta since 1953. During the war, he 
left the firm of chartered accountants with which he was articling to join the Navy, 
retiring with the rank of Commander. Before entering the investment business, he 
was employed with a large construction firm, serving successively as Chief Account- 
ant, Assistant Controller, and Assistant to the President. 
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In this case, Trunk Line has established a position in the public market and it 
would be a reasonable assumption on the part of the bank that money can be raised 
on a long-term basis to pay off the bank loan. 

As far as small companies are concerned, we have our Industrial Development 
Bank. This bank was started by the government in 1944, primarily to assist small 
business in capital development and expansion and not for working capital purposes. 
Loans made by the I.D.B. are not particularly large. The average loan might be 
around $200,000, although some are $500,000 or more. Terms of the loans range 
from three to ten years at the prevailing rate of interest. Loans are usually made 
to assist manufacturing industries. Money can be sought from the I.D.B. by smaller 
companies which do not have favourable prospects of financing in the public market. 
The security behind such loans is a mortgage on plant and equipment taken by the 
I.D.B. or possibly a pledge of bonds. The I.D.B. supplements the chartered banks 
in providing working capital for short-term purposes. Its staff includes engineers, 
lawyers, credit men, economists, financial analysts and it is particularly helpful to 
small businesses in providing technical services and such things as appraisals and 
forecasts which might not otherwise be available. 


THE PUBLIC MARKET 

This market, which is of many parts, is served through the investment dealer 
or stock broker. The 300-400 member firms across Canada of the Investment Dealers 
Association provide a variety of services, from financing the Federal Government 
to the smallest towns and villages. The Association has a very stringent set of regula- 
tions as regards trading and delivery practices in securities, provision for indepen- 
dent chartered accountants to make surprise or regular audits to determine if the 
financial affairs of its members are in good standing as required by the Association, 
strict rules to protect the securities and funds of clients and severe penalties for in- 
fractions. For serious infringement of the regulations, membership is cancelled. 

In the usual pattern of organization, and I am using my own firm as an example, 
under the Board of Directors we have an underwriting department. This is the 
department which buys issues of securities. The underwriters work with companies 
of all sizes who wish to raise funds and negotiate the agreement for the purchase 
of the securities which will, in turn, be sold to our clients and the public at large. 
It is not unusual for a group of investment dealers to form a banking group syndicate 
to assist in distributing a security. 

We also have a trading department. This department handles transactions in 
bonds and unlisted stocks. In the trading room, a short-term trader is concerned 
exclusively with Government of Canada treasury bills which have a maximum term 
of ninety days, short-term Government bonds, provincial corporation bonds and 
companies offering notes on a short-term basis in exchange for money. We have a 
government bond trader, a municipal bond trader, a corporation bond trader and 
their staffs. 

Then we have a buying department, which deals with government and municipal 
bonds. This department is directed by a senior official and negotiates with govern- 
ments to buy and sell their securities or, more frequently, as is normally required 
by governments, it submits tenders for the securities in much the same way as con- 
tractors do in bidding for a job. The investment dealer bids for large issues of securi- 
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ties and the sum tendered, which includes some profit in the price to the public, 
requires mature judgment and experience. 

We have a sales organization consisting of three sections; institutional sales to 
large insurance companies and other types of institutions, retail sales to the public 
and various other smaller accounts, foreign sales to Europe, Great Britain, Mexico 
and South America. 

We also have a stock department in constant touch with members of the various 
major Canadian stock exchanges. This department handles all listed stock trans- 
actions to see that they are properly executed at the best price possible. 

We have a research department, which constantly seeks and analyses information 
on the current position of companies and obtains opinions as to their future pros- 
pects. 

We have a Statistical department, where up-to-date performance records of com- 
panies are compiled continuously and made available for reference purposes to the 
whole firm. 

Of course we have our very important accounting department which keeps track 
of all the varied activities of the firm. 

Our company has a very extensive communications system, and all our offices 
from coast to coast are connected by teletype. 

This will give some idea of the general organization of an investment dealer’s 
firm and the services he renders. Now, for an explanation of the various types of 
securities and what the investor looks for. 


BONDS AND DEBENTURES AND THEIR FEATURES 

Let’s start off with bonds. Bonds are securities issued in exchange for a loan of 
money and have a specific security pledged as collateral behind them. Bonds have a 
fixed rate of interest, a specified maturity date, stipulated sinking fund requirements 
and a schedule of call prices. They are supported by the trust deed, which is the 
legal document setting forth the terms of issue and details of the above requirements 
and any provisions as to the restriction of further issues of debt securities. 

The trust deed is deposited with the trustee, normally a trust company, which 
acts for the bondholders to see that the company fulfils the terms of the document. 

Physical fixed assets are specifically mortgaged to support this obligation of the 
company. The rate of interest is the coupon rate which is fixed and cannot be changed 
unless agreed to by the bondholders. The specific maturity date is the date by which 
the bonds must be paid off in full. The schedule of call prices states how the com- 
pany can call the bonds in to retire the debt. The call prices are generally set at a 
premium above par value. It is common practice today to use the coupon rate as 
the first call price. For example, a 5/2 % bond might have a call price of 105% for 
the first year and then decline over the term of the bend by a small fraction each 
year until the call price for a year or two years before maturity is actually the par 
value of the bond. The terms of the trust deed in relation to future debt protect 
the bond holder in that further debt cannot be incurred unless the provisions are 
first satisfied. For example, the provisions might require the fair value of fixed assets 
to be at least twice the amount of funded debt outstanding, including the new debt 
contemplated. There might be restrictions on the issue of dividends on common 
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shares until certain minimum working capital ratios exist. There are many variations 
of these and similar requirements. 

Debentures are the same as bonds, except that they do not have a specific asset 
pledged behind them. The security for debentures is usually described as the general 
undertaking of the company—in other words, the general credit of the company. 
There is no specific pledge of assets to support a debenture issue and many com- 
panies favour debentures as a means of raising funds. A good example is the large 
food chain organizations. Basically, their number-one asset is their inventory. Since 
a can of beans is not the most acceptable asset to pledge as security, the credit stand- 
ing of the company is the basic assurance that the debentures will be repaid 
as promised. 


VALUATION 

How are corporation bonds valued? What does the investor look for? The im- 
portant factor in determining value, and this applies to all securities, is what are the 
earnings of the company? We must examine the stability of earnings; a growth of 
earnings over a period of five or preferably ten years, gives us a span of operations 
covering varying economic conditions and enables us to determine if the company 
can operate profitably. Are these earnings sufficient to pay the maximum interest 
requirements on the bonds? A rule of thumb here could require the earnings to be 
at least twice the interest requirements of the bonds. In the case of utilities, the 
requirement might be less than this, as utilities have considerable protection of 
earnings. For some industrial organizations, the earnings ratio could be at least four 
times the interest requirements. In some cases, companies may have an earnings/in- 
terest ratio of 12, 16 or even 20 to 1. 

We must also consider asset protection behind the bonds. What is the net value 
of assets or the net value of fixed assets behind each $1000 bond? The requirement 
might be a ratio of perhaps two to one with the exception again of utilities, which 
may be less. 

The quality of management is very important, and of course the best record of 
management is a record of successful earnings, which speak for themselves. In addi- 
tion, while the reputation of the board of directors and top management is very 
helpful, we like to be assured of the continuity of management. Are younger men 
being trained to assume more responsible positions as the older men move along? 

What is the outlook for the future of the company and the industry? The past is a 
guide, but the economic state of the area served has a bearing on any estimate of 
future prospects. 

We cannot neglect the competitive position of the company in industry. How does 
it relate to other companies? What is the standing of the company from the experi- 
ence of any previous financing in the public market? How were its securities re- 
ceived? What protection from the percentage of equity underlies the debt? 

One advantage of issuing bonds, from the company standpoint, is that the cost 
of interest is a charge against earnings before income taxes. In other words, the 
government helps pay the cost of the debt. From the point of view of the common 
shareholder, the existence of funded debt in the company can be very helpful in 
increasing earnings. It can also work the other way, and a word here on “leverage” 
might be in order. 


196 








i- 


St 
he 
yn 
in 








LEVERAGE 

Take the capitalization of two companies, Company A with 100,000 shares of 
common stock sold at $10.00 a share and $1,000,000 in capital and Company B with 
$600,000 in bonds and $400,000 made up of 40,000 shares of $10.00. Each com- 
pany has a Capitalization of $1,000,000. Each company had a net profit before inter- 
est and income taxes of $100,000. Company A has no debt so there is no deduction 
and Company B has an interest cost of, say, $30,000 deducted from the $100,000. 
Company A has a net profit before taxes of $100,000 and Company B a net profit 
before taxes of $70,000. Let us assume income tax at 50%—Company A pays in- 
come tax of $50,000 leaving a net profit of $50,000 and Company B pays tax of 
$35,000 leaving a net profit of $35,000. Now calculate the percentage of net profit 
in return to share capital—the owners’ position. In the case of Company A there is 
a 5% return on capital. In the case of Company B there is an 854 % return on capi- 
tal—SOc per share in the case of Company A and 87%c per share in the case of 
Company B. 

Obviously there is quite a difference. The shares are the same in each case, but 
Company B had the advantage of “leverage.” In effect, the earnings in excess of the 
debt interest requirements of Company B (or the “leverage” factor) provided the 
common shareholder with a greater profit than he would have had if the company 
had no debt at all. However, if a company has such debt, the common shareholder 
is exposed to greater risk. When a company has a fixed obligation of capital and 
interest there is no way to get away from it. In the case of Company A there is no 
risk as far as any debt obligation is concerned. So “leverage” can work both ways. 

In the same connection, we have all read about the controversial Borden Com- 
mission report which, among other things, recommended that in the case of pipeline 
financing the common shareholder be permitted a fair rate of return on his invest- 
ment. What a fair rate of return is, nobody knows. There has been no definition of 
what this rate should be. In addition, the Borden Commission recommended that any 
benefit arising from leverage be removed from the common shareholder—in other 
words, that this benefit of earnings in excess of debt cost be removed completely. 
This would mean the common shareholder buying on the basis of being told at the 
outset what his maximum return might be. He may not be too pleased with the rate 
of return indicated. Secondly, he has no possible future gain arising from debt and, 
more particularly, if he takes the risk of allowing debt to exist in the company, he 
is certainly not going to be overjoyed to have the return on his common share in- 
vestment limited. However, it is not yet known definitely what the Borden Commis- 
sion has in mind and we have not heard from the Federal Government as to what 
recommendations, if any, are going to be accepted by the Government. The situation 
may not develop. If it does, pipeline common shares may not be as attractive as they 
have been. Here is an example of how important leverage can be and how the 
concept of public financing may be changed. f 


PREFERRED SHARES 

Preferred shares represent ownership in the company. Money is invested indefi- 
nitely and is not repayable by the company. Preferred shares are somewhat similar to 
perpetual bonds. They have no maturity date. They do have a fixed dividend rate. 
The dividend is usually cumulative. That is, if dividends are not paid when due, 
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they become a current liability of the company and the company cannot dispose 
of that liability without actually paying it off. They are redeemable or can be “called” 
as in the case of bonds. The redemption price is usually above par value and de- 
clines over a period of years, until there may be no premium for redemption. They 
have a par value, of course, on which the dividend rate is calculated and sometimes 
they have a sinking fund provision. A sinking fund requirement, say in the case of 
bonds, generally takes the form of a stated obligation to retire a dollar amount of 
bonds each year during the term of the issue. This may be an equal amount each 
year throughout the term of the bonds, or retirement may not start for three or four 
years. There are varied provisions, but a sinking fund has a two-fold benefit: 
1. It makes the company provide the principal amount of money to be used to 
retire the bonds. 
2. If the company can buy its own bonds in the market below the call price, it 
means another buyer in the market and helps the market price. 

A similar situation exists as regards some preferred shares, although this is the 
exception rather than the rule. 

In valuing preferred shares, we can follow a similar pattern as in valuing bonds. 
One other advantage is gained by the investor in preferred shares. Preferred share 
dividends of Canadian taxable corporations entitle the recipient to a 20% tax credit. 
20% of the dividends received can be deducted from the income tax payable. This 
is a very important consideration for the investor, although it does not make the 
preferred share any better as far as quality is concerned. 


COMMON SHARES 

Common shares are, of course, outright ownership of the company. Here is where 
the risk exists. Common shares either make or lose money and they provide the 
greatest source of interest and excitement in investment. They also provide a hedge 
against inflation by anticipating increased earnings over a period and, therefore, an 
increase in dividends—predicated on a bright economic picture in the years ahead. 

The valuation of common shares goes back to earnings—preferably over the past 
five or ten years. How much of the earnings were paid out in dividends? Is an ade- 
quate portion of earnings being retained in the business—enough for any capital 
expansion needed? Has the dividend been paid consistently or has it been reduced 
or abandoned? An unsatisfactory situation here can be very damaging to the market 
reception of a common share. 

Once again management is of vital importance as is the outlook for increased 
earnings. In the case of established companies, the past record can, of course, be a 
good guide. In the case of new companies, the answer hinges on an economic ap- 
praisal of the situation. 

A good example in this connection is our pipeline common share offerings in re- 
cent years. There has been a tremendous demand for those stocks. They’ve come out 
and gone immediately to a premium over the issue price. This was all based on esti- 
mated future earnings and success in the natural gas industry, backed up by what the 
Interprovincial Pipe Line Company has done in the relatively few years since it was 
incorporated. Trans-Mountain Pipe Line is an example of a company that may be 
in some difficulty these days because of problems in the marketing of western crude 
oil. 
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The 20% tax credit also applies to common shares and in the case of resource 
industries, depletion allowances are also provided. This has a further advantage of 
reducing the taxable income reported by the common shareholder.. 

In our common shares, we have, of course, growth companies in certain indus- 
tries. These are considered to have dynamic growth prospects and tend to be fairly 
high-priced in relation to actual value. This is caused by the strong demand for those 
stocks and based on an appraisal of future earnings. As a result, these common stocks 
are rather vulnerable, being subject to wide fluctuation in price due to changing 
stock market conditions. 

These are the four basic pieces of paper—bonds, debentures, preferred shares and 
common shares. 


ENCOURAGING INVESTMENT 

Now let us mention some of the refinements of securities, particularly in bonds 
and preferred shares, which are used to create investor interest. Among these are 
convertible bonds, convertible debentures and convertible preferred shares. They 
can be the most effective form of investment in a good company. In a sense you 
get your cake and eat it too. By purchasing a senior security with a fixed obligation, 
you earn a reasonable rate of return and the “convertible” feature gives some privi- 
lege to acquire common shares of the company. The conversion privilege is generally 
established at a value of say 10% above the existing market price of the company’s 
common stock. In other words, there is not only the protection of a senior security 
and its relative benefits, but the value of the convertible security will increase with an 
increase in the price of the common shares. A recent example of this is Algoma 
Central and Hudson’s Bay Railway, who issued at the end of November a 6% $50.00 
par value convertible preferred stock. The conversion price was relatively the same 
as the market and the stock today, three months later, is $69.00 a share. The demand 
for the convertible preferred share has not caused the increase. The reason is simply 
that the price of the common stock has moved up substantially since the preferred 
issue Came out. Likewise, with bonds and debentures, they are frequently issued as 
described, with a bonus of warrants attached which permits the bond buyer to pur- 
chase common shares at stipulated prices. This privilege is similar to an option, 
where at a certain price for a fixed period of time you can buy the common shares 
of the company. Using the same example, Algoma Central issued a bond with a war- 
rant to buy 22 common shares for each $1,000 bond—another means of attracting 
the investor. 


UNITS 

“Units” are the most recent device to arouse investor interest. The offering in each 
case so far has consisted of a debenture and three, four or five common shares of - 
the company as one unit. You can only buy the whole ynit. The best example of this, 
and one of the first, was the case of Trans-Canada Pipe Lines, which offered a $100 
debenture and five common shares for $150. Probably the thinking behind this issue 
was that with much capital to raise, a straight debenture issue might not have been 
acceptable to the public as the debenture would have been very speculative. There 
were no earnings to support it. The company realized, and reasonably so, there would 
be a tremendous demand for its common shares and so, to achieve both purposes, 
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they put the debenture and the common shares together. The debenture and com- 
mon shares are now segregated and trade separately. 

This matter of refinements arises from poor market conditions on the bond market 
or common share market or both. Where the prospects of marketing a new issue 
may be poor, some form of investor encouragement may be adopted. There may be 
no reflection whatsoever on the credit standing of the company concerned—it’s just 
the poor market condition. Some prominent companies have issued securities of top 
quality but to make them sell they have had to add an inducement. 

However, it can be due to the condition of the company. The quality of the de- 
benture may not be too good or the required rate of interest might be so high that 
the company will offer a lower rate of interest cost and throw in a bonus of war- 
rants. Refinements may be introduced for a variety of reasons. 


BUYERS OF SECURITIES 

First of all we have our government and municipal pension funds which are 
tremendous buyers—especially of government bonds. Insurance companies buy what 
may be defined as “securities legal for investment by insurance companies under the 
Insurance Company Act.” In addition, they can buy almost anything under their 
“basket” clause, through which they are able to buy common shares, of pipelines 
for example. Technically such shares are not “legal for investment by insurance com- 
panies” at all, but some insurance companies have made substantial profits from 
such investments. 

Trust companies are constantly buying for estates which they administer, for 
pension trusts, and for the agency accounts which they either represent or manage. 
There are also investment trusts, the best examples of which are the mutual funds, 
which are tremendous buyers of common shares. Depending on the type of mutual 
fund, they also purchase bonds and preferred shares. 

Then there is the public at large with its wide and varying interest in all types of 
securities. An elderly person, for example, may be interested in bonds and preferred 
shares with safety of capital and assured income in mind, while a younger person, 
who has a reasonable job and a good salary, is more interested in increasing his 
capital over a period of years and will favour common shares. 

Corporations are substantial buyers in short-term securities—treasury bills, short- 
term bonds and the notes of the finance companies. 

The various types of buyers in the public market provide a broad interest in all 
types of securities. Many of their portfolios are designed to fit particular circum- 
stances and are constantly being developed and amended as government policies and 
economic conditions change. This is all a part of what we call managing investment 
portfolios. 

As a result of the extensive amount of securities available in all categories, any 
financing being done by large or small companies, be it new financing or financing 
for expansion purposes, must be offered to the public on competitive and attractive 
terms. 

Last year the Canadian Western Natural Gas Company in Calgary sold an issue 
of 51%2% preferred stock of $20.00 par value offered to the public at $19.50. The 
rate of return which was about 5.67% was reasonably higher than what a similar 
security would earn. As a result it was particularly attractive and sold rapidly, raised 
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the substantial amount of money required and promptly moved to a premium over 
its issue price. Calgary Power Ltd., a local power utility, offered through one of its 
major shareholders, a block of common stock in Alberta at $34.00 a share about 
four years ago. This, relative to the statistical standing of other utilities in Canada, 
was most attractive and was well received. It never saw the price of $34.00 again and 
is trading today at about $95.00 a share. 

As regards smaller companies, my feeling is that those who have the courage and 
foresight to put up the money to establish and operate them, should make haste 
slowly to establish a successful record of operation. The small company with a suc- 
cessful background has got something to offer, which appeals to the Industrial De- 
velopment Bank and the chartered banks. Thus, the company can gradually achieve 
the stature of being able to go to the public market for further development and 
establish a credit position in the market. 

Many small companies enthusiastically try to beat the world overnight. In our 
business we frequently have visitors who come to describe what they are doing and 
wish to raise money. They know little about the financial market, but tell us what 


' should be offered to the public and how lucky we dealers and the public are in getting 


the opportunity to buy their security. Sometimes they are quite wrong and similar 
securities can be bought on a more attractive basis with greater stability and a better 
record of success. I do not suggest that small companies don’t have their niche— 
they most certainly do! Every company had to start sometime. I do suggest it is 
unwise to start a company on a local basis and endeavour to cover Canada in the 
next six months to a year. 


For further reading 
FINANCIAL PLANNING, By C. A. Kline, Jr., Cost and Management, Feb. 1959. 
CAPITAL FINANCING FOR A GROWTH PROGRAM, By Trevor F. Moore, Canadian Chart- 
ered Accountant, March 1958. 
BUSINESS DEVELOPMENT AND NEW FINANCING, By J. G. Chaston, Cost and Manage- 
ment, July-Aug. 1957. 
THE COST OF CAPITAL FUNCTION FOR A FIRM, By Robt. M. Soldofsky, The Controller, 
June 1958. 
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feed”’ documents, or miss pictures. 
Important, too — Kodamatic Indexing 
lets you code your records automatically 
right on the film. 
Save time viewing records! Unique 
code lines — recorded on film between 
document images — are easy to follow 
against a numbered scale on screen of 


=RECORDPK 


Originator of modern microfilming— 
now in its 31st year 
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Job-test the 
Recordak Reliant 


in your business 


film reader. Saves loads of time looking 
things up later! 


Here’s an invitation to job-test the 
Recordak Reliant Microfilmer with unique 
Kodamatic Indexing. Use it for 30 days 
without risk or obligation to you. Fair enough? 
Mail coupon today. 














s © +e ¢ « MAIL COUPON TODAY ++++-> 
« RECORDAK DIVISION ° 
« CANADIAN KODAK SALES LIMITED « 
¢ 105 Carlton Street, Toronto 2, Ontario ° 
. Gentlemen: Please send me folder describ- : 
. ing Recordak Reliant with Kodamatic 

* Indexing. R38 ° 
*. Name... * 
¢ Company ee eer See ae ° 
e Position... __ : 
a ee 3 ° 
: City Prov. : 
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June 28 


June 29 


Evening 


June 30 


Evening 


July 1 


Evening 


fi 
pro It your whole family can profit from a delightful! 


New Brunswick holiday when you combine business with pleasure and 


take them to the 


38th COST AND MANAGEMENT CONFERENCE 


on Profit Planning 
Algonquin Hotel, St. Andrews by-the-sea, June 29-July 1, 1959 


Registration and Early Bird Reception 
Subject: Profit Planning 
Speaker: G. G. Fisch, Exec. Vice-President and Managing Director, Payne-Ross Limited 


Subject: Application of the Profit Plan 
Speaker: L. J. Smitten, Controller, General Foods Limited 


Lobster Boil at Katy’s Cove 


Subject: Profit Evaluation 

Speaker: T. G. Coyne, Wright Associates, New York 

Subject: Use of Operating Ratios as a Guide in Formulating Management Policy 
Speaker: C. B. Taylor, C. B. Taylor Associates 


Barn Dance—Fun for All 


Concurrent Group Discussions 


Subjects: 
Organization of the Accounting Function (Centralization vs. Decentralization) 


Accounting Problems in Service and Merchandising Companies 
Forecasting and Planning in the Smaller Companies 
Use of Statistical Techniques in Accounting and Managerial Controls 


Annual Dinner and Dance 


Pius Special Events for the Ladies 


Ample free time has been provided for you to enjoy St. Andrews’ many 
vacation facilities, so make reservations now for the whole family. 


THE SOCIETY OF INDUSTRIAL AND COST ACCOUNTANTS OF CANADA 
31 Walnut Street South, P.O. Box 176, Hamilton, Canada. 
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TAXES ON INCOME AND THE UPWARD 
FORCE* 


By Harold E. Crate, Partner, 
Thorne, Mulholland, Howson & McPherson, 
Toronto, Ontario. 


There is no doubt that some imperfections exist in the Cana- 
dian income tax picture. What is being done about these 
imperfections? —- And what agencies in the community are 
exerting that “upward force” which resists the downward 
pressure of taxation having uneven application or inequitable 
results? Have these upward forces been effective? The author 
answers these questions, citing relevant examples. 


HILE many trade and industrial associations make representations to Ottawa 

on the subject of taxes which contain worthwhile suggestions, it is difficult for 
these bodies to acquire the aura of independence or the technical perception neces- 
sary to command the careful attention and sober consideration of those permanent 
officials who advise the Minister of Finance in the preparation of his annual taxation 
amendments. 

Perhaps it is not unnatural, then, that the most effective agency now carrying on 
the function of criticism in Canada and the one receiving the most detailed consid- 
eration at Ottawa is the Canadian Tax Foundation. This foundation owes its exist- 
ence to the joint co-operative effort, in the public interest, of the Canadian Bar 
Association and the Canadian Institute of Chartered Accountants. In a financial 
sense, it is supported by individual subscriptions of its professional members and by 
contributions from commerce and industry. It maintains a permanent research staff 
headed by Mr. J. Harvey Perry, an economist, and former special assistant to the 
Deputy Minister of Finance. 

So far as the annual recommendations to Ottawa for amendments to the Income 
Tax Act are concerned, this effort is made by the taxation committees of the two 
constituent bodies, the Bar Association and the C.I.C.A. Each of the two committees 
prepares its own recommendations and then combines them into a joint brief which 
is presented in time for consideration each year prior to the budget and the amend- 
ing bill. 

STRUCTURE OF TAXATION ADMINISTRATION 

The present taxing statute, the Income Tax Act, was enacted in 1948 to replace 

and improve the previous statute and to codify and/or correct the Jurisprudence 


*An address given before the Toronto Chapter of S.I.C.A. on March 12, 1959. 





Mr. Crate is Chairman of the C.I.C.A. Taxation Committee and a past Governor of 
the Canadian Tax Foundation. After obtaining his C.A. in Toronto, he did post- 
graduate work in Boston, returning to Toronto in 1927 to join the chartered ac- 
countancy firm of Thorne, Mulholland, Howson & McPherson, of which he is pre- 
sently a Partner. He is a Fellow of the Institute of Chartered Accountants, a past 
President of the Ontario Institute, and past President and Secretary of the Public 
Accounts Council for the Province of Ontario. 
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which, over the years, had modified or confused the tax laws then existing. It must 
be said that the 1948 statute appeared to represent, at the time, a rough approxima- 
tion of business practice and gave promise of improving the equitable application of 
taxes to business income. Over the following ten years, however, the statute has been 
interpreted by the Appeal Board and the courts in such a variety of ways that the 
original approximation of the act to business facts has been greatly diminished. 

While our judicial system of interpreting the statutes in court and thus, by the 
principle of precedent, establishing the law, is the best that the democratic world has 
devised, it has certain manifest weaknesses. For example, a judgment which is 
wrong in whole or in part has the effect of changing the law until a statutory amend- 
ment is made to correct it. It is with these “locked-in” errors or misinterpretations 
that the committees are concerned to a large extent with having corrected in current 
legislation. 


TROUBLE SPOTS IN TAX LAW INTERPRETATION 

It is under two particular and very small sections of the act that the case law has, 
over the last ten years, exerted the most troublesome attrition as regards the differ- 
ence between the law and business practice in the determination of income. These are: 


12(1)(a) DEDUCTIONS NOT ALLOWED 
“An outlay or expense except to the extent that it was made or incurred for the 
purpose of gaining or producing income from property or a business of the 
taxpayer”. 


DEDUCTIONS NOT ALLOWED 
12(1)(b) CAPITAL OUTLAY OR LOSS 
“An outlay, loss or replacement of capital, a payment on account of capital or 
an allowance in respect of depreciation, obsolescence or depletion except as 
expressly permitted by this part”. 

It has been when the Appeal Board or the court have attempted to determine when 
an expense was or was not incurred for the purpose of gaining income or when an 
expense was or was not of a capital nature, that most of the contentious precedents 
have been established. This has resulted in business expenditures being so classified 
as to fall into one of the following three classes: 

1. Expenses allowed as being laid out to earn income. 

2. Capital expenditures on which capital cost allowance is allowed (deprecia- 
tion). 

3. Other expenses and outlays, said to be of a capital nature or not laid out to 
earn income for which no allowance is made in the year or at any time. 


SOME SURPRISING TAX DECISIONS 
It is with expenditures that have been put into therthird group that the greatest 
concern is justified. Some surprising examples are as follows: 


GANANOQUE HAIRDRESSER 
Once a year this lady went to New York to work in a beauty parlor in order to ob- 


serve the new styles. Her annual cost of about $200 was disallowed as a capital ex- 
penditure which increased her education. 
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RAT EXTERMINATOR (57DTC18) 

Rats were unknown in Alberta until they suddenly appeared in the 1950's. This 
established exterminator took his foreman to England to learn how to deal with rats. 
This was also disallowed as a capital (non depreciable) expense to increase edu- 
cation. 

The cost of special surveys and cruises required by a provincial statute to be made 
on timber limits leased from a provincial government—K.V.P. Company Limited y. 
M.N.R. (Exchequer Court, 1957). 

Payments made by a transportation company to certain municipalities to enable 
them to improve their local roads, the payments having been made as a condition of 
obtaining an order from a provincial public utilities commission—British Columbia 
Electric Railway Company v. M.N.R. (Supreme Court, 1958). 

The price paid to a contractor to acquire from him a construction contract—No. 
392 v. M.N.R. (Income Tax Appeal Board, 1957). 

Legal fees and disbursements paid to obtain a favourable modification of the cus- 
toms tariff affecting materials imported by the taxpayer—Arrco Playing Cards Com- 
pany (Canada) Limited v. M.N.R. (Exchequer Court, 1957). 

Most of the above cases were decided in Canada in the last three years. The list 
could be supplemented indefinitely. While some of these cases are under appeal and 
some of the inequities and hardships might be ameliorated by judicial decision, it is 
submitted that any substantial improvement of the law relating to deductions is un- 
likely from this source and in any event would only be a partial solution. 

There are on the record literally scores of cases which relegate legitimate and 
necessary expenditures into the “orphan” category and a few of the classes of ex- 
penses affected are: 


EXPENSES TO: 

Fight competition 

Secure tariff concessions 

Defend a franchise 

Premium to discharge mortgage 

Obtain an agency 

To terminate a lease 

To acquire a contract 

Other troublesome uncertainties which give rise to assessing difficulties and tax 

disputes are too numerous to deal with in detail, but a few of particular interest could 
be mentioned: 


INVENTORY VALUATION 
Section 14(2) sets forth the general rule for values to be used in the inventory as 


follows: 
“For the purpose of computing income, the property described in an inventory 
shall be valued at its cost to the taxpayer or its fair market value, whichever is 
lower, or in such other manner as may be permitted by regulation.” 

The only regulation in force under this section merely calls for the application of this 

principle on a total rather than a detailed basis. 
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WHAT IS COST? 

With respect to raw materials or resale items, there appears to be a general toler- 
ance in tax assessing as to whether average costs or the first-in-first-out method is 
used but /ifo (last-in-first-out) has not been allowed. In the well-known appeal of 
Anaconda Copper the Department was upheld by the Privy Council, although gen- 
erally accepted accounting practice in Canada has recognized its validity in limited 
circumstances as evidenced by Bulletin No. 5 of the C.I.C.A. 

Perhaps the greatest degree of contention occurs in the field of overhead applica- 
tion to work-in-process and finished goods. Here again, accepted accounting prin- 
ciples recognize the validity of standard overhead or even direct costing where wide 
fluctuations in the volume of production occur and the use of full overhead costing 
would distort the operating results for the year. While we have had some success in 
reaching realistic settlements on the basis of adding overhead at less than full over- 
head, there has been and still is a body of opinion in the department which holds 
that “cost” means “full cost.” 


WHAT IS MARKET VALUE? 

At the present time, the accounting profession in Canada has made no definite 
statement of generally accepted practice as regards the meaning of “market.” The 
United States and British statements are not felt here to be completely adequate 
and in any case are likely to be revised soon. The research committee of C.I.C.A. 
have a bulletin on this subject as a current project. 

Generally speaking, however, the basis of treating the new fiscal year as a different 
entity, which would be buying the-inventory on the assumption that the normal gross 
profit must be realized on it, is frequently acceptable to the Department. In other 
words, market means what another trader similar to the company concerned could 
be expected to pay for goods in those quantities in the hope of disposing of them on 
a normal profit basis. This viewpoint on finished goods is exemplified by the generally 
accepted “retail method” used by chain food stores and department stores. These 
companies commonly carry the store or departmental inventories at current selling 
prices, maintaining a standard gross profit reserve more or less equal to or slightly 
higher than the actual gross profit experience of the company for completed prior 
years. 

It will be noted that one of the 1958 amendments now permits the Department 
to revalue a closing inventory without making corresponding changes in prior years’ 
inventories. (See Section 43A.) The effect of this would be to bring the amount of 
the increase into taxable income in one year but if the taxpayer so elects, he may have 
the increase spread over five years, as with recaptured depreciation. 


CAPITAL COST ALLOWANCE — DEPRECIATION 

No longer, of course, since 1949, does the method of-allowing depreciation for tax 
purposes bear any relation to the allowance which must be made in cost finding to 
cover this element of fixed overhead. Whether or not the diminishing balance method 
is valid in this day and age as an appropriate way of spreading capital over the asset’s 
life, the elaborate recapture provisions and the pooling requirements would render 
it unsuitable for the keeping of proper plant ledger records. 

However, it was not until about 1954, after years of persuasive effort by the Joint 
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Committee, that the required relationship between the amount of depreciation pro- ' 
vided on the books and that claimed for taxes was finally abandoned. 

Current difficulties having to do with capital cost allowance include the interpre- 
tation put on the meaning of the word “property”. The attitude of the Department, 
supported by a recent Appeal Board decision, is that property is not property un- 
less the taxpayer owns it even though he may have paid for it. Originally, it was 
ruled that mines or public utilities which brought power or water lines across prop- 
erty not owned by them were disallowed the cost of such lines either by way of de- 
preciation or as deductible expense. So far as the public utilities were concerned, 
this was corrected at the instigation of the Joint Committee in 1957 by the passage 
of the new section 11(15). However, this does not correct the situation of others 
who build or erect distrainable assets on property other than their own, such as con- 
cessionnaires, broadcasting facilities, etc., in public arenas, etc. 


RESULTS ARE ENCOURAGING 

This may all seem very discouraging, but let us look at some of the more recent 
accomplishments which can be credited to the submissions of the committee. These 
represent, it is true, only a fraction of all of the recommendations made but it seems 
to take a good deal of repetitive recommending to bring about most changes. Among 
the 1958 amendments, the following were among those urged by the committee: 

1. Relief re shareholders’ loans taxed to the shareholders and later repaid. 

2. Section 18 dealing with purchase option was greatly liberalized and made in- 
applicable to bona fide cases. 

. Corporation donation exemptions increased to 10%. 

. Carry-forward of business losses not now limited to carrying on of the same 
business as when loss was sustained. 

. General clarification of the merger provisions (new Section 851) which is a 
major step toward relieving the designated surplus provisions affecting related 
companies. 

. Changes to section 105 regarding election to pay 15% on lesser amounts than 
the whole 1949 surplus where subsequent losses reduced the surplus, and addi- 
tional qualifications for controlled companies. 

There were numerous other small technical changes made following recom-| 

mendations. 

Perhaps it would not be out of place to close with a quotation from Tennyson: 
“Yet I doubt not in the future one increasing purpose runs and the thoughts of) 

men are widened with the process of the suns’. 4 


For further reading 
TAXATION—DOES THE GOVERNMENT KNOW BEST? By K. LeM. Carter, Canadian Tak 


Journal, July-Aug. 1957. 

M.N.R. VS. ANACONDA BRASS, By D. J. Lawson, Cost and Management, March 1959. 
SOME PITFALLS OF TAX COMPLIANCE, By T. A. M. Hutchison, The Canadian Chart 
ered Accountant, Oct. 1957. F 
THE NATURE OF DEDUCTIBLE BUSINESS EXPENSES, By A. S. Patillo, The Canadian 


Chartered Accountant, Nov. 1956. 
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